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THE RELATION OF MONOPOLY PRICE TO THE 
RATE OF INTEREST. 

SUMMARY. 

Reasons for distinguishing in theory between the price policy of a 
temporary monopoly and that of a permanent monopoly, 384-389. — 
The current theory of monopoly price fails to make adequate allow- 
ance for the differences in monopolies, 389-390. — Rate of discount a 
factor in determining prices set by a permanent monopoly, 391. — 
Law of permanent monopoly price, 392. — Conditions affecting the 
rate of discount employed by the monopolist in fixing prices, 393-394. — 
Possible criticisms of the theory of permanent monopoly price, 394-397. 
— Practical consequences of the theory, 397-398. 

I. 

Few achievements of modern economic theory are held 
in more general esteem than the formulation of the law 
of monopoly price. One who compares the vague refer- 
ences to monopoly price of Adam Smith, Malthus, Senior, 
and Mill with the clear-cut statements of Marshall, 
Ely, Walras, and Hobson, is forced to admit that sub- 
stantial progress can be made even by the methods 
of "pure theory." Nor has this progress in clearness 
of thought remained without practical consequences. So 
long as economists believed with Adam Smith that a 
monopoly price would be, "on every occasion, the highest 
that can be got," they were compelled to regard drastic 
action against every form of private monopoly as the 
proper policy of every uncorrupted government. Now 
that economists as a class understand that a monopoly 
price is one which produces the maximum net revenue, and 
that this price is not necessarily a very high one, they are 
able to take a calmer view of the situation. Monopoly 
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is still generally regarded as an evil; but the evil is not 
one of such magnitude that all other considerations of 
social economic policy must be brushed aside in an at- 
tempt to solve the problem of monopoly. 

A modern Mill, viewing the progress that has been 
made, would doubtless write that, "happily, there is noth- 
ing in the laws of monopoly value which remains for the 
present or any future writer to clear up. The theory of 
the subject is complete." That such is the prevailing view 
will be evident to any one who notes the harmony of 
opinions of modern text-book writers on the subject of 
monopoly, — a harmony the more striking in a science 
where almost everything else is discord. To question the 
validity of a law thus generally accepted will appear to 
many unwarranted presumption. Yet it seems to the 
present writer that the eminent economists who formu- 
lated the accepted laws of monopoly price have ignored 
certain patent facts that are of such importance as to 
justify a restatement of those laws. It must be borne in 
mind that even a slight defect in a theory having a direct 
bearing upon political action is a serious thing. Econo- 
mists advocate certain political policies on the basis of a 
theory of monopoly price. They must therefore assure 
themselves that the theory is as nearly flawless as human 
reason can make it. 

For the purposes of the present discussion, monopolies 
may be classified as temporary, or commercial, and perma- 
nent, or industrial. The essence of the temporary, or com- 
mercial, monopoly is control of the existing supply of an 
article of commerce. The essence of the. permanent, or 
industrial, monopoly is control of the means of producing 
an article of commerce. A corner in wheat or cotton will 
serve as a type of the commercial monopoly, while a trust 
or a public utilities corporation typifies the industrial 
monopoly. Is it reasonable to suppose that the price 
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policy of a monopoly of the first class will be governed by 
the same rules as those governing the price policy of a 
monopoly of the second class? There is at any rate a 
presumption that this supposition is not reasonable. We 
assume that the monopolist, in either case, has the desire 
and the power to fix prices solely with a view to his own 
interests. But the conditions that the holder of a tem- 
porary monopoly must take into account in seeking his 
own greatest gain are not the same as those with which 
the holder of a permanent monopoly must deal. The 
monopolist who has cornered the cotton supply will take 
into account present market conditions only. The prices 
which he fixes may be so high as to disorganize the spin- 
ning and weaving industries or to lead in the end to the 
general introduction of other fibres; but this is of no 
concern to the monopolist. Capital invested in the pro- 
duction and transportation of cotton will be injured by 
any curtailment of demand resulting from the monopolist's 
price policy, but this injury does not fall upon him. What 
the monopolist aims to do is to secure, within a brief space 
of time, the maximum profit that can possibly be extorted 
from the buyers of cotton. The current doctrine that a 
monopoly price is one which produces the maximum 
immediate net revenue is an accurate definition of the 
price that will be set by a temporary monopoly. 1 

The monopolist who controls a branch of production, 
on the other hand, must look to future as well as to pres- 
ent market conditions. He has given to the public a 
pledge of moderation in the shape of capital permanently 
fixed in producing plant and in the shape of future profits 
capitalized. He must therefore take into account every 
possible reaction of a given price policy upon the future 

1 It is not here maintained that the economists who formulated the laws of 
monopoly price had the temporary monopoly in mind. The discussion of cost, 
which makes up a part of the accepted exposition of monopoly price, would have 
no point in a treatment of the laws governing the price fixed by a temporary 
monopoly. 
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demand for the commodity which he produces. It cannot 
safely be asserted that a given present price will neces- 
sarily react upon future demand. Few would deny, how- 
ever, that in the great majority of cases a low price in the 
present will tend to increase demand in the future, while 
a high price in the present will tend to reduce future 
demand. There may have been a time when the demand 
for commodities was relatively stable, when a price so 
high as to discourage consumption in one year would have 
had no perceptible effect upon the demand in succeeding 
years. But the modern consumer has great latitude of 
choice among commodities for consumption. New com- 
modities are constantly seeking to gain his favor; com- 
modities already entering into his consumption are seeking 
a larger share in it. Each industry must win for its product 
a place in the consumption of the stream of new pur- 
chasers in society, who have not yet determined upon the 
proper apportionment among various commodities of the 
purchasing power that they command. Failure to con- 
ciliate these new purchasers in the present entails a loss of 
habitual customers in the future. 1 



II. 

A permanent or industrial monopoly under intelligent 
business direction will, then, take future demand into 
account in fixing present prices. An adequate state- 
ment of the law governing the prices that such a monopoly 
will place upon its products must make allowance for the 
influence of present prices upon future profits; and the 
relation between the two must be definitely formulated. 
Do we find any such definite treatment of this aspect 
of the problem of monopoly price? Walras, following 
Cournot, ignores altogether the effect upon future demand 

1 Compare Patten, Theory of Prosperity, chap. ii. 
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of monopolistic prices. 1 Marshall makes the explicit 
assumption that the monopolist fixes prices with exclu- 
sive reference to immediate net revenue. After formu- 
lating the general law of monopoly price on this basis, 
Marshall admits the qualification that a monopoly, for 
the sake of introducing its products to a wider market, 
may fix a price a "little below" that which would yield 
the maximum net revenue.* Ely arrives at his law of 
monopoly price under the tacit assumption of a future 
demand that is not affected by the present price policy 
of the monopoly. Like Marshall, he admits the possi- 
bility that prices may be kept fairly low for a time in 
order to create a demand for the monopolized product. 8 
Jenks appears to hold that a monopoly will take into 
account present revenue only, except in cases where po- 
tential competition makes a policy of high prices unsafe. 4 
Hobson contents himself with the statement that "the 
interest of the trust . . . lies in fixing supply at the highest 
net profits. Now the net profits of producing and selling 
any specified quantity of supply are ascertained by deduct- 
ing the expenses of production from the aggregate tak- 
ings." 6 No allowance is made for the future results of 
such a price policy. Nor has the writer been able to 
find a more satisfactory statement of monopoly price in 
any one of the half-dozen excellent recent text-books on 
economics. 

It might be supposed that in the literature relating to 
the besl^known part of the monopoly field — railway trans- 
portation — we should find a more scientific formulation of 
the principles governing the action of the monopolist in 
choosing between present revenue and future revenue. It 
is well known that few, if any, railroads, even in highly 

1 laments d'Economie Politique Pure, 4me Edition, pp. 435 ei aeq. 

2 Principles of Economics, 3d edition, pp. 540, 541. 

» Monopolies and Trusts, pp. 103, 104. * The Trust Problem, pp. 59, 62. 

» Evolution of Modern Capitalism, p. 158 
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monopolistic positions, fix rates at a level so high as to 
extort the last cent of profit that the year's business can be 
made to yield. In fixing rates, the railway traffic officials 
always keep future business in mind. "The chief aims of 
the traffic manager in fixing rates and fares are to obtain 
a profitable revenue and to secure an increasing volume 
of business." 1 True; but, since the two aims are not 
strictly compatible, we may ask, How great an increase in 
volume of business will be regarded as an offset for a given 
amount of possible revenue sacrificed? We cannot get an 
answer to this question from the authority cited nor from 
any other writer on railway rates, so far as I have been 
able to discover. 

It seems, therefore, not unjust to say that writers on 
monopoly price have treated with admirable clearness one 
part of the problem, — namely, the method of determin- 
ing the maximum immediate net revenue, — and so have 
formulated a law which is applicable without qualifica- 
tion to monopolies that by their nature concern them- 
selves with immediate net revenue only. Another part 
of the problem, however, these writers have dismissed 
with vague remarks to the effect that the monopolist will 
be content with a "little less" than the largest possible 
immediate revenue, or that a permanent monopoly will 
shape its policy with reference to its best interests in the 
long run, etc. 

III. 

In order to fix a price that will best subserve his own 
interests, the holder of a permanent monopoly must, first, 
estimate the present net revenue that a given price will 
yield. Secondly, he must estimate the loss in future 
revenue from the probable shrinkage in demand that the 
fixing of such a price will entail. Thirdly, he must reduce 

1 E R. Johnson, American Railway Transportation, p. 277. 
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the future revenue to present terms, in order to determine 
whether the present gain counterbalances the future loss. 

To employ a simple illustration, let us suppose that the 
problem presents itself of fixing the most profitable price 
upon a patented article. We will suppose that the initial 
difficulties of introducing the article to the public have 
been surmounted, and that the patent has still ten years 
to run. Let us say that a price of $1.00 per unit will yield 
the maximum net revenue for the current year, and that 
this revenue will amount to $1,000,000. This price, how- 
ever, is so high as to cause in the second year some shrink- 
age in demand, so that the net revenue falls to $950,000. 
For each succeeding year the revenue declines by the same 
amount, until in the tenth year it is only $550,000. 

The monopolist may, however, fix upon a lower price 
per unit, say 50 cents. At this price the net revenue for 
the first year is, we will say, $600,000. The increase in 
demand in the second year results in an increase of revenue 
of $50,000, and a similar increase, we will say, marks the 
business of each succeeding year, until in the tenth year 
the net revenue is $1,050,000. 

The respective advantages and disadvantages of the 
two price policies will be made clearer if we place the 
assumed data in tabular form : — 

Net gam or loss 
Net revenue. Net revenue, from the higher price: 

price $1. price 50 cents, gam, -f*; lose, — . 

1st year 81,000,000 $600,000 +$400,000 

2d year 950,000 650,000 +300,000 

3d year 900,000 700,000 +200,000 

4th year 850,000 750,000 +100,000 

5th year 800,000 800,000 

+$1,000,000 

6th year 750,000 850,000 —$100,000 

7th year 700,000 900,000 —200,000 

8th year 650,000 590,000 —300,000 

9th year 600,000 1,000,000 —400,000 

10th year 550,000 1,050,000 —500,000 

—$1,500,000 
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The higher price is the more remunerative in the first 
four years, the lower price in the last five years. In the 
first four years the high price yields an aggregate of 
$1,000,000 in excess of the revenue that the lower price 
would yield; but in the last five years the lower price 
yields $1,500,000 in excess of the revenue that the higher 
price would yield. The monopolist must choose between 
the two prices after weighing the $1,000,000 obtainable in 
the near future against the $1,500,000 obtainable in a 
more remote future. This balancing of returns accruing 
at different dates involves the reducing of each year's net 
revenue to present values, — a discount operation, it is 
superfluous to say. 

It will be evident to the reader that whether the $1,000,- 
000 accruing in the earlier years is or is not to be preferred 
to the $1,500,000 accruing in the later years must depend 
entirely upon the rate at which the monopolist discounts 
the future. This rate may be so high that the results of 
the higher price will seem more advantageous than those 
of the lower price, or it may be so low that the results of 
the lower price will appear the more advantageous. Thus 
it appears that the rate of discount employed by the 
monopolist is a determining factor in fixing monopoly 
price. 

But the practical monopolist is not limited to a choice 
between two possible prices. The price of $1 may unduly 
sacrifice the future to the present, but the 50 cent price 
may unduly sacrifice the present to the future. There 
must be some price which will place on an even balance 
the conflicting claims of present and future, and this is 
the price that a permanent monopoly which is fully awake 
to its own interests will place upon its products. Any 
advance in this price would mean a loss in future income 
which, reduced to present values, would exceed the present 
gain. Any reduction in this price would mean an in- 
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crease in future income which, reduced to present values, 
would be inferior to the present loss entailed. 

For simplicity I have assumed that the prices remain 
unchanged throughout the life of the monopoly. This 
assumption is of course arbitrary. In practise the 
monopolist who ignores the claims of the future will fix 
each year's price at a figure that will yield the maximum 
net revenue for that year, and this price will naturally 
vary. Similarly, the monopolist who gives due consid- 
eration to the interests of the future will vary his prices. 
This, however, involves no new principle. Again, to 
avoid an unnecessarily lengthy exposition, I have em- 
ployed as an example a monopoly having a limited period 
of existence. But the same principles are obviously 
applicable to a monopoly of indefinite duration. The 
intelligent monopolist will be guided in his price policy by 
his estimate of the reaction of present price upon future 
profits, and by the rate at which he discounts a future 
income. 

We may now formulate a general law governing the 
price of the products of a permanent monopoly. That 
price will be one which promises the maximum present 
value to the monopolist of all net returns, present and 
prospective. This price we shall call the permanent, 
monopoly price, in contradistinction to the price which 
yields the maximum immediate return or temporary 
monopoly price. 

The present value of all net returns, present and pro- 
spective, is generally recognized to be the capital value 
of the monopoly to its possessor. Accordingly, we may 
state our law of monopoly price under another form. 
Permanent monopoly price is that price which gives a 
maximum capital value to the monopoly, in the eyes of 
the owner of the monopoly. 
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IV. 

It is evident that the permanent monopoly price will 
be lower than the temporary monopoly price except in 
the improbable case of commodities the future consump- 
tion of which cannot be in the least discouraged by extor- 
tionate present prices. 1 And the more readily future 
demand responds to present prices, the greater will be the 
difference between the temporary monopoly price and the 
permanent monopoly price. Further, the lower the rate 
at which the monopolist discounts future incomes, the 
greater will be the difference between the two forms of 
monopoly price. And this suggests another inquiry. At 
what rate will the monopolist discount future incomes, — 
the general rate prevailing in the business community or 
some rate peculiar to himself? 

In spite of the "fluidity of capital," it often happens 
that a particular enterpriser cannot gain control of enough 
capital to exploit thoroughly all the abnormally produc- 
tive opportunities over which he has control. An enter- 
priser enjoying a monopoly of a certain industry has 
invested, we will say, all the capital that he possesses and 
all that he can borrow. Nevertheless, he could easily 
invest more capital in forms that would yield 12 per cent. 
Now the sacrifice of a present income in order to secure a 
greater one in the future may be regarded in the light of 
an investment. An enterpriser who can make capital 
yield 12 per cent, cannot afford to sacrifice a present 
income unless the future increase of income thereby 
insured will exceed the present income by a sufficient 
margin to allow 12 per cent, interest on the sum of present 

1 If the monopolist discount a future income at so high a rate that no future 
shrinkage of demand will be of importance to him, the permanent monopoly price 
will be equal to the temporary monopoly price. This case is, however, of theoret- 
ical importance only, since a rate of discount so high as to destroy all concern 
for the future cannot occur under modern business conditions. This rate of dis- 
count would be, in fact, infinity. 



394 QUARTERLY JOURNAL OF ECONOMICS 

income sacrificed. Under the circumstances — common 
enough in the case of new monopolies — the rate of dis- 
count employed will not be that prevailing in general 
business, but a higher rate corresponding with the pro- 
ductiveness of capital in the monopolist's employ. 

If, on the other hand, the monopolist can borrow at the 
current rate of interest as much capital as he can use, the 
rate at which he will discount future incomes will be 
simply the current rate. He will sacrifice a present 
income of $100 for an income of $104 accruing in one year 
if he can borrow at 4 per cent, all the capital he requires. 
A well-established monopoly is likely to be able to borrow 
at the current rate all the capital it can use. Accordingly, 
we may say that, as a rule, it is the current rate of interest 
that must enter into the determination of permanent 
monopoly price. If, then, there is a tendency for the 
general rate of interest to decline, we may confidently 
predict an increase in the margin between the temporary 
monopoly price and the permanent monopoly price. 



V. 

The theory of permanent monopoly price set forth in 
the foregoing pages will doubtless be criticised as "ex- 
tremely theoretical." It may therefore be worth while at 
this point to forestall some of the criticisms that can be 
urged against it. Perhaps it will be said that a practical 
monopolist does not in fact give much attention to the 
future effects of his present action in fixing prices; that 
he is reluctant to abate his present extortions, inasmuch 
as it is his purpose to "reap a harvest and retire from the 
field." 1 This may be the natural policy of a monopolist 
whose position cannot long be defended against rising 
competition or legal prosecution. In such a case, how- 

1 Ely, Monopolies and Trusts, p. 132. 
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ever, we are dealing with a temporary, not with a perma- 
nent monopoly. Consequently, it is natural that the price 
policy will be that of a temporary monopoly. If the 
monopolist enjoys a position that is reasonably secure, 
it is highly improbable that he will plan to retire from 
the field after a short period of ruthless exploitation. 
The individual monopolist may retire from business, but 
he will seek to sell his privileged position to the best pos- 
sible advantage. Now the permanent monopoly price, 
as has been shown, is the price calculated to give the high- 
est value to the monopoly privilege. It is, therefore, the 
most advantageous to the individual monopolist, whether 
he desires to remain in the field or to retire from it. 

Again, it may be said that the control of a monopoly 
need not necessarily be exercised in its permanent interest. 
A band of financial wreckers may gain possession of a 
majority of the stock in a monopolistic corporation and 
force prices to the maximum present profit level, to the 
permanent injury of the monopoly. When the stream of 
profits begins to subside, the men in control may through 
false representations succeed in selling their stock on 
advantageous terms to innocent investors; and these in 
turn may persevere in the policy of fixing maximum profit 
prices, with a view to selling their interests on as advan- 
tageous terms as possible to still more innocent investors. 
Obviously, however, this process cannot continue indefi- 
nitely. Sooner or later the control of a permanent 
monopoly must pass into the hands of those who will find 
it to their advantage to conserve its permanent interests. 

That those who control the price policy of a permanent 
monopoly will, as a rule, be disposed to take future demand 
into consideration, must, I think, be conceded. But will 
a monopolist, even if he is willing to sacrifice present 
profits to future profits, be able to form a sufficiently 
accurate estimate of future profits to guide him in his 
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price policy? It is true that the effect of present prices 
upon the future development of demand and upon future 
profits is something that cannot possibly be determined 
with accuracy. But it is equally true that it is impossible 
to determine with accuracy the effect upon future profits 
of the present investment of capital in permanent plant. 
In either case a certain present is balanced against a 
more or less uncertain future. If the uncertainty of the 
future does not deter a monopolist from investing capital 
in fixed plant, — i.e., sacrificing present purchasing power 
in order to add to his means of creating a future income, — 
it will not deter him from sacrificing a present profit in 
order to create a future profit. 

It must be granted that the calculations of the monop- 
olist who endeavors to fix prices to his own best advan- 
tage will contain a large amount of uncertainty. This 
fact does not preclude definiteness of statement in a law 
of monopoly price. It is to be borne in mind that the 
entire structure of economic theory is a formulation of 
the interests, not a description of the actions, of economic 
man. Capital seeks the more profitable rather than the 
less profitable field, we say. What we mean is that it is 
to the interest of the capitalist to place his productive 
wealth in the more remunerative field. That the capi- 
talist always has the knowledge that enables him to do 
this we cannot assert. Nor can we assert that he always 
has the will to transfer his funds from the less profitable 
to the more profitable field. We have a right to assume, 
however, that, as a rule, men will seek to gain the largest 
possible income from their capital. Therefore, the law 
that capital seeks the most profitable fields is a true state- 
ment of an actual tendency. The accepted law of tem- 
porary monopoly price is not an induction from the ob- 
served conduct of the practical monopolist. It is a formula 
setting forth the price policy that it would pay a monopo- 
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list to adopt. We cannot suppose that a practical monop- 
olist can actually fix upon the price that yields the 
highest immediate net revenue. For the more convenient 
exposition of the theory of the interest of the monopolist 
we assume that he has better facilities for ascertaining 
present demand than he can actually have. Our results 
are, therefore, real only as indicating the standard towards 
which temporary monopoly prices tend. The law of 
permanent monopoly price pretends to no higher degree 
of reality. It exhibits the price policy that a perfectly 
intelligent monopolist would adopt, and thus throws 
light upon the standard towards which permanent monop- 
oly prices tend. 

VI. 

A word as to the practical consequences of the theory 
of permanent monopoly price. It has often been asserted 
that monopoly prices — and temporary monopoly prices 
are the ones in view — are sometimes lower than competi- 
tive prices. As permanent monopoly prices are neces- 
sarily lower than temporary monopoly prices, it is at any 
rate not improbable that the former would often be less 
than competitive prices. Furthermore, it has been shown 
that the more readily demand responds to present price 
policy, and the lower the rate at which future income is 
capitalized, the greater will be the difference between the 
temporary and the permanent monopoly price, and, 
naturally, the greater the probability that permanent 
monopoly price will be less than competitive price. Now 
there is every reason for believing that future demand 
grows more and more responsive to present price. Again, 
there is reason for believing that, even if the general rate 
of interest does not decline, the rate at which monopo- 
lists will discount future incomes will be lower. Our 
monopolies have been passing through a formative stage, 
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where whatever capital they commanded could be made 
to yield very high returns. When each monopolistic en- 
terprise has grown up to its field, so that surplus income 
can be made to yield only a low return, the monopolist 
will discount future incomes at a lower rate, and hence 
will be more moderate in his charges. 

It does not follow that monopoly is a desirable factor 
in our economic life. Tho monopolies may grow less 
exacting in the future, yet it may be better to eliminate 
them altogether, if this is possible. It does, however, 
follow that a policy which tolerates monopoly without 
legalizing it is of doubtful expediency. The monopoly 
that may at any time be dissolved will be little disposed 
to sacrifice present income to future income. It will 
evince a tendency to exact from the public the exorbitant 
temporary monopoly price instead of the more moderate 
permanent monopoly price. This insecurity, further, 
deters capital from flowing freely into the monopolized 
field, and so forces the monopolist to discount the future 
at a high rate, — another reason for fixing high present 
prices, regardless of future demand. 

On the other hand, whatever tends to place the control 
of a monopoly in the hands of those who are permanently 
interested in its welfare makes for lower prices. If the 
control of a monopolistic corporation rests with a few 
large holders of non-dividend-paying stock, we have no 
assurance that a price policy will be adopted that will 
conserve the permanent interests of the monopoly. For 
the sake of the consumer as well as for that of the investor 
it is desirable that a check should be placed upon the 
existing tendency to divorce the control of a monopo- 
listic corporation from the ownership of the productive 
capital invested in it. 

Alvin S. Johnson. 
Univeesiit op Nebraska. 



